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PREFACE 



This paper deals with the field of personal income 
taxes v/ith particular reference to the items of impor- 
tance to service personnel in ttjh planning and filing 
of their annual federal income tax report. It was 
developed by the writer as an introductory study to the 
general understanding of corporate income tax problems 
in connection with financial aspects of a comptrollers 
position in industry. 

It has been mentioned by industrial figures who 
lectured to the Navy Comptrollership Group that the field 
of taxes is so important that more profits can be made 
by adequate planning than in any other aspect of business . 
In viev/ of the many changes in the 1954 Income Tax Code, 
it appears quite possible that readers may discover sav- 
ings or profits for themselves. 
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CHAPTER I 



SAVINGS ARE POSSIBLE 

Personnel in service and those in retirment status 
are no doubt included in the one and a half million tax- 
payers who annually overpay their income taxes. Those 
who pay the lowest income tax rate of 20$ total seven 
out of every ton taxpayers; however, they account for 

81.2$ of the 28.4 billion dollars collected in income 

1 

taxes per year. For every dollar overstated in income 

or not deducted where allowable, service personnel are 

donating at least 20 cents to the government. We know 

that Individuals in the higher income brackets over 

$100,000 where the tax rate of 91$ applies, are able to 

plan their income so that they actually pay only at a 
2 

rate of 45$. However, those with incomes around $5*000, 
pay close to the 20 per cent specified. 

There are many reasons that can be given as to why 
service families overpay their income .taxes . Complexity 
of tax publications, the scarcity of tax consultation, 
the feeling that moderate incomes do not permit savings, 
and above all, the lack of planning both deductions and 
spending are just a few of the considerations. One should 
1 

" '55 Profits to Break Record' 1 , U. S. News & World 
Report . (November 11, 1955) pp. 21-23. 

2 

R. Paul, Joint Committee on the Economic Report 
(Post and Times Herald, Washington, D. C., November 16, 

1955, p. 12). 
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realize that service men and women have virtually all 
the problems faced by tax payers such as dependents, 
home ownership, per diem and travel allovvances, insurance, 
inheritances, investments, and civilian employment in 
retirement. Therefore, knowledge of tax information 
with advantages available from income planning appears 
of value to an individual and family. 

It is easy to visualize that some planning could 
probably save most taxpayers money, but the question 
arises as to what type of planning can be accomplished. 
This report will be divided into four major subdivisions 
of an average individual's tax career; his early career, 
general career problems, civilian business considerations, 
and retirement options. Savings possible in the various 
subdivisions of an income tax report will be discussed; 
primarily the divisions are reportable income, exemptions, 
deductions, investments, and tax credits. New deductions 
or savings can be realized as a result of the new 1954 
Code which is effective with 1955 Income Tax report, 

At this time, it appears wise to specify that the 
items of savings are primarily legal methods of tax 
avoidance to take advantage of the avenues of income 
planning which Congress specified should be untaxable 
or of lesser tax rates than other types of income. There 
is no intent to discuss tax evasion by which is meant 
fradulent conduct. Since tax laws are constituted by 
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words frequently reviewed and sometimes changed, the 
interpretation of the grammar is quite often under 
question. Consequently, there is no distinct dividing 
line between tax avoidance and tax evasion. 

Also, only federal personal income taxes will be 
discussed since state and local taxes, excise taxes and 
corporate taxes, as well as social security taxes are 
separate subjects. 



1 

R. Paul, n How to Avoid More Taxes Than You Should 
Pay" , U. S. News and V/orld Report . (December 30, 1955 ) 
p. 56 - 72 . 



CHAPTER II 



EARLY SERVICE CAREER 



7/hen men and women Join the services, they are 
generally young, unmarried, in the low income bracket, 
and with more simplified financial responsibilities 
than at any later point in their career. This portion 
of the discussion will be limited to the average young 
serviceman's income tax considerations. Those individuals 
with dependents, sizeable incomes and investments will 
be covered in later discussions. 

1 - \ 

\ ? 

Income as wages is generally recognized as service 

\ \ 

pay and compensation received from other sources ifor 

i | 

personal services. An additional item of income ,is that 

\ 1 V 

of transportation and per diem allowances. It is re- 
quired that only the portion of the allowances which exce 

\ V \ 

expenses on travel, food and lodging be reported. Since ?\ 

/ VfrK\\ 

most individuals consider that their legitimate expenses \ 

\ ! a i 

exceed their allowances, no report is made* P^rsonn^l 

1 ' i | \ 

should realize that expenses over the allov/ances are, 

l ■ k \\ 

deductible business expenses and can be deducted froi? p 

. • I, 

their service wages before entering their incqm^on linen 



i IP' 



5 of form 1040. Also, in some cases where perStOrmel did 
attach a list of expenses to their income tax Report, 
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there arose questions over the accuracy of some ! claimed 
1 ■ 
deductions. However, it is advised that all personnel 

interview, J. 0. Rolfson, Armed Services income Tax 
Council, December 15, 1955* 
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keep records of their personal travel and per diem 
expenses in order to obtain the savings available when 
expenses exceed allowances and prevent undiie taxation 
on allowances not balanced by legitimate expenses. 

A new credit allowance or deduction to income is 

now available to service personnel. P$y received by 

military personnel when absent from work for injury or 

illness can be excluded from gross income (line 6, 

page 1, Porn 1040). This amount is limited to $100.00 

but 

per week during the entire absence/the first seven 
calendar days of pay are not excludable unless the in- 
dividual is absent due to an injury or was hospitalized 
at least one day during the illness. Therefore, in order 
to obtain this additional saving for illness in the first 
week, which could amount to $20.00 at the lowest income 
tax rate, hospitalization should not be resisted. 

Frequently servicemen or women will join the military 
services late in a year. Income will be withheld at the 
source for tax purposes. However, if an individual re- 
ceived less than $600.00 pay or incore during the calendar 
year, he should claim the return of the income withheld for 
tax purposes by filing an Income Tax Return. 

The distinction between excludable and credit items 
of income, exemptions, and deductions should be under- 
stood. Items which reduce Incorse such as travel and per 
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dien expenses, sick pay and dividend credit are claim- 
able in addition to exemptions for dependents as well 
as use of either a standard or Itemised deduction* 
Dependents are usually close relatives, such as a mother 
or father, who does not receive $600.00 gross income per 
year, and for whom the taxpayer furnishes over one-half 
the total support. The exemption of $600.00 nay be 
claimed by a serviceman, even if he contributes just 
just 10 per cent of the support, providing that other 
combers of the family or group supplying the support, 
designate the one person for the deduction claim. 

•Service personnel who are planning a marriage date 
early in a year should consider tax savings possible by 
scheduling the wedding date before the first of the year. 
By doing this, a joint tax form can be submitted, a full 
year’s exemption obtained and the tax reduced. For a 
$5,000.00 annual Income, the tax reduction can be at 
least $157. 00, with increased savings for higher incomes. 

The taxpayer who has relatively little that he can 
claim for deductions, can generally save money by using 
the standard deduction permitted as an administrative 
aid to filing the tax fora. Where interest payments, 
state taxes, contributions to charity, casualty and 

theft losses are not sizeable, nor close to 10^ of 
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taxable income, the standard deduction is advantageous 
and profitable. 

In summary, servicemen or women with simplified 
income tax problems should check the following items 
for possible savings: 

1. For first year's income of less than $600.00, 
claim refund of tax withheld. 

2. When absent from duty due to personal injury or 
sickness, pay is deductible from income up to $100.00 
per week. 

3. Keep records of travel and per diem expenses, 
in order to offset allowances and claim deductions. 

4. When travel and per diem expenses exceed allow- 
ances, the excess can be claimed as miscellaneous 
deduction in the Itemized Deduction section. 

5. Consider possibility of claiming additional ex- 
emptions where possible revision of extent of support 
and method of payment will qualify. 

6. Itemizing of deductions should be compared to a 
standard deduction if sizeable interest payments, state 
taxes, casualty losses and travel expenses are sustained. 

7. Reservists on inactive duty can deduct cost and 
maintenance of uniforms to the extent not covered by 
uniform gratuity. 



8. Marriage late in a year could save tax payments 
as compared to marriage early in January of the following 
year. 

9. Certain income should not be reported or can be 
delayed in reporting. Insurance dividends are return of 
payments - not income. Interest on Series E Bonds (U. S. 
Savings Bonds) need not be reported until bond matures 

or is cashed in. Bank interest earned in one year is 
not taxable until credited in your account and available 
for withdrawal. 

10. Dividends from stock investments in most domestic 
corporations are not taxable up to $50.00 for each indiv- 
idual. 
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CHAPTER III 



CAREER PLANNING 

Service personnel are becoming increasingly aware 
of tax problems as their status changes during their 
career with marriage, children, inheritances, dependents, 
investments, increased income and expenses. Examination 
of their tax problems, calculation of the methods of tax 
filing, and planning for tax savings could prove interest- 
ing and valuable to individuals. Particularly, it should 
reduce the number of service families who annually overpay 
their taxes. 

In addition to service pay, extra compensation for 
employment is quite prevalent. Especially in times where 
labor is in demand at attractive rates of pay, we find 
many service wives adding to the family income. Also, 
junior earns money as a ne?/spaper delivery boy or for 
seasonal jobs. Hew rules favoring increased income for 
dependent college students are no»/ in the code. Thus, 
there are many savings available to the head of a house- 
hold in regard to reporting income. 

Some of the twenty most frequently asked questions 
of the Internal Revenue Service pertain to income. ^ 

Those questions which may be applicable to service per- 
sonnel are listed as follov/s: 

1 

II . Schneider, Internal Revenue Service, Interview 
December 22 , 1955* 
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1. M I helped a friend build a beach cottage, and he 
gave me a lot. Is it taxable income?” 

"Yea. The fair market value of the beach lot is 
income to you for services rendered.” 

2. ”1 sold my residence during 1955 for a gain of 
$8,000.00, and used the entire proceeds to buy a new 
residence later in the year. Am I required to pay tax 
on the $8,000.00, when I file my 1955 return?” 

"No. The law provides for the sale or exchange 
of a taxpayer's personal residence at a gain without tax 
providing certain conditions are met. The principal 
condition is that the old and new residence must be the 
taxpayer's principal home.” Also, the cost of the n ew 
home should be equal to or greater than the sale price 
less depreciation of the first home, otherwise only the 
portion of the gain used to buy the new house will be 
tax free. Service people have one year to purchase their 
next home or 1 1/2 years to move into a home under con- 
struction at the end of the first year. 

3. "My wife and I received over $100.00 in dividends 
on stock v/hich we own. Is any part of this amount ex- 
cludable from gross income?” 

”Yes. Each of you may exclude from your income 
$50.00 of dividends received from qualifying domestic 
corporations during your taxable year. If a joint return 
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is filed and both you and your wife have dividend 
income, each of you may exclude $50.00 of such dividends, 
but one may not use any portion of the $50.00 exclusion 
not used by the other. For example, if you have $300.00 
in dividends, and your wife has $10.00, only $60.00 may 
be excluded on a joint re turn. 11 If both husband and wife 
own stock in joint names, the income on that stock can 
be divided between them, and the deduction realized by 
both parties. 

4. ,l I received $200.00 from our grocer as payment 
for my minor son’s services as a delivery boy. Must I 
include this amount in my income for the year 1955?" 

"N o. Amounts received for the services of a 
child shall be included in his gross income and not the 
gross income of the parent, even though such amounts are 
not received by the child. M If a minor receives more 
than $600.00 gross incoma, a tax return is required. 
However, his tax rate is generally lower than the parents. 

5. n My son, age 21, received $650.00 for services 
rendered as a waiter while he was attending college during 
1955. Can I claim an exemption for him on my return for 

1955 ?" 

"Yes, provided you furnished more than one-half 
of his support during the taxable year and he was a full 
time student during at least five months of the year." 
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There are some additional questions in the top 
twenty which apply to exemptions and deductions: 

1. "My three brothers and I contributed $1,200.00 
to my mother’s support during 1955. This was all the 
money she received during the year. Can I claim her as 
my dependent since I contributed $350.00 as my share?" 

"Yes, provided that your brothers file a written 
statement that neither of them vd.ll claim your mother 
as their dependent. The lav/ provides that if over half 
the support of an individual is contributed by more than 
t?/o persons, each of whom may be entitled to the exemption, 
only one of such persons who furnishes more than 10$ of 
the support may claim an exemption for the individual." 

2. "Is the cost of repairing my summer residence, 
damaged by hurricane, deductible?" 

"Yes, but the deduction is limited. Such losses 
caused by fire, storm, shipwreck, or other casualty are 
deductible to the extent of the loss sustained - that is 
the value of the property just before the casualty less 
its value immediately thereafter. The loss is further 
limited to the amount not recoverable by insurance." 

3. "I paid $850.00 to a nursery school during 1955 
for the care of my eight year old daughter while I was 
employed as a stenographer on a full time basis. Can I 
claim this amount as a deduction on a Joint return filed 
with my husband?" 

"No. You are entitled to a deduction for child 
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care for the period you were gainfully employed but 
the deduction is limited, for married women, to the amount 
actually paid, or $600.00, whichever is lesser, reduced 
by the amount by which the combined adjusted gross income 
of you and your husband exceeds $4, 500. 00 . " You can note 
that only service personnel with combined incomes below 
$5 j 100.00 benefit by this deduction. 

4. "Hy wife died during 1955; can I claim an exemp- 
tion for her on my return for that year?” 

"Yes. The law provides that if you do not remarry 
before the close of the taxable year, you may file a 
joint return and claim an exemption for your deceased 
wife." 

5. "I gave my old television set to the Boy Scouts 
of America in June, 1955. I also paid $50.00 rent for a 
meeting place for a boy scout troop. Am I entitled to a 
deduction for the television or the money I spent?" 

"Yes, provided you use the long form 1040 and 
itemise your deductions. The television must be valued 
at fair market value and not your original cost to arrive 
at the amount of your deduction for that item. The total 
deduction is generally limited to twenty per cent of your 
adjusted gross income. However, you are allowed a special 
additional deduction of up to ton per cent of adjusted 
gross income for contributions paid to churches and other 
qualifying organizations." 
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The foregoing questions and answers indicate various 
possibilities for tax reductions on the income page. In 
addition, the "Sick Pay" exclusion on income previously 
discussed is quite valuable. A two months sick leave 
could reduce the taxable pay for a year by one-sixth, 
or nine weeks could mean exclusion of $900.00 of taxable 
pay which at the lowest rate is a saving of $180.00 in 
taxes. Another income deduction item is that for officers 
mess bills, when on permanent duty afloat and away from 
the home port. This deduction need no longer be reduced 
by the subsistence allowance. 

The keeping of accurate accounts of expenses while 
on travel status is important in order to prevent being 
taxed on travel and per diem allowances, and also to 
permit tax savings on deductions possible where expenses 
exceed allowances. In a typical example, an individual 
is allowed $12.00 a day for per diem expenses, but he 
finds that his expenses for hotel, meals and local trans- 
portation average about $16.00 a day. This individual 
regularly states his allowances under incone and furnishes 
a list of expenses which more than offset the allowances. 
The expenses which exceed the allowances amount to an 
average of $4.00 a day. If this taxpayer is on travel 
status six days a month, or 72 days a year, he has an 
additional deduction of $4.00 times 72, or $238.00 avail- 
able, which means a saving of at least 20 percent, or 
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